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1 . S TAFF CO NCLUS IO NS  AND RE CO MME NDATIO NS

Sta ffs  s ignificant conclus ions , re commenda tions , and ba se s  for such recommenda tions
rega rding the  accounting and ra te  trea tment to be  a fforded incrementa l rece ipts  expected to be
colle cte d by Arizona  P ublic S e rvice  Compa ny ("AP S " or "Compa ny") a s  a  re sult of e limina ting
the  fre e  foota ge  a llowa nce  for dis tribution line  e xte ns ions  orde re d by Arizona  Corpora tion
Commiss ion ("ACC" or "Comlnis s ion") De cis ion No. 69663 a re  summa rize d a s  follows :

A11  fe e s  re ce ive d  purs ua n t to  e limina tion  o f the  fre e  foo ta ge  a llowa nce  fo r
dis tribution line  e xte ns ions  s hould be  cons ide re d to  be  Contributions  in  Aid of
Cons truction ("CIAC"). P urs ua nt to the  Fe de ra l Ene rgy Re gula tory Colnmis s ion's
p re s c rib e d  Un ifo rm S ys te m o f Ac c o u n ts G e n e ra l P la n t In s tme tio n , such
contributions  should be  cre dite d to the  pla nt a ccounts  to which cons truction cos ts
incurre d by AP S  we re  cha rge d whe n e xte nding dis tribution line s  to  s e rve  ne w
customers . AP S ' propos a l to re cord incre me nta l fe e s  e xpe cte d to be  colle cte d
purs ua nt to  e limina ting  the  fre e  foota ge  a llowa nce  a s  Mis ce lla ne ous  S e rvice
Revenues should be re jected.

Commis s ione r Ma ye s  ha s  ra is e d que s tions  of how the  two me thodologie s  be ing
conside red for recording Schedule  3 fees  will 1) be tte r provide  benefits  to cus tomers
ove r the  short a nd long run and, 2) be tte r mitiga te  future  ra te  re lie f. S ta ff s ubmits
tha t both accounting/ra te  proposa ls  will provide  bene fits  to exis ting ra tepaye rs  ove r
the  s hort a nd  long  run  a nd  will a ls o  mitiga te  to  s ome  e xte n t fu ture  ra te  re lie f
re quire d.

It is  reasonable  to use  a  present va lue  ana lysis  both to measure  benefits  to customers
ove r the  long a nd short run a nd to e va lua te  the  a bility to mitiga te  future  ra te  re lie f.
As  a  genera l propos ition, the  extent or degree  to which one  me thodology willappear
to re sult in more  pre sent va lue  savings  to cus tomers  depends  to a  s ignificant extent
upon the  discount ra te  employed to ca lcula te  the  revenue  requirement s tream under
the  two different approaches.

Discounting the  revenue  requirement s treams under the  two methodologies  us ing the
Compa ny's  be fore -ta x cos t of ca pita l (l2.07%) yie lds s lightly lowe r ne t pre s e nt
va lue  of re ve nue  re quire me nts  unde r the  re ve nue  me thodology. Utilizing a  lowe r
discount ra te , such as APS uses for resource  planning purposes (8.0%), indica tes tha t
the  CIAC me thodology re sults  in a  lowe r ne t pre se nt va lue  of re ve nue  re quire me nt
s treams . Unde r the  CIAC me thodology, cus tomers  rece ive more  nomina l dolla rs  of
revenue  requirement savings from the  Schedule  3 fees , though they must wait longer
to rece ive  such additiona l nomina l dolla r savings . Tha t is  why under a  present va lue
ana lys is , a  nigher assumed discount ra te  tends to show that the  revenue methodology
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is  be tte r for ra te pa ye rs , while  a  lowe r a s sume d discount ra te  will te nd to show tha t
the  CIAC methodology is  more  advantageous  for ra tepayers

S ince  a  ne t pre s e nt va lue  compa ris on of be ne fits  to  ra te pa ye rs  unde r the  two
proposa ls  is  inconclus ive , S ta ff re lie s  ins te a d upon othe r pra ctica l a nd conce ptua l
cons ide ra tions  for its  propos a l to  re comme nd the  CIAC me thodology ove r the
revenue  methodology for recording incrementa l Schedule  3 fees .

If th is  Commis s ion  we re  to  pe rmit AP S  to  re cord  the  a mounts  e xpe cte d  to  be
collected to cover the  cost of line  extensions  as  revenues (over the  recommendations
o f S ta ff to re cord such fe e s  a s  CIAC), the  a mounts  tha t APS  initia lly colle cts  unde r
S che dule  3 should be  de fe rre d until AP S  tile s  its  ne xt ra te  ca se , a t which time  the
de fe rred Schedule  3 revenues  should be  credited in the  deve lopment of APS ' re ta il
cos t of s e rvice . AP S  a rgue s  in s upport of its  re ve nue  a ccounting propos a l for the
Schedule  3 fees tha t such methodology is  most advantageous to ra tepayers. The  only
wa y th is  AP S  conc lus ion  cou ld  re a s ona b ly be  cons ide re d  co rre c t is  if re ta il
ra te pa ye rs  a re  cre dite d for a ll S che dule  3 re ve nue s  re ce ive d from ince ption of the
Schedule  3 revis ion.

11. OVERVIEW AND HISTORY OF EVENTS LEADING TO ELIMINATION OF
FREE FOOTAGE ALLOWANCE

Prior to the  is suance  of Decis ion No. 69663, new cus tomers  we re  provided free  footage
and/or dis tribution line  extension construction cost a llowances . Footage  and/or cos ts  in excess  of
prescribed "free  a llowance" pa ramete rs  re sulted in new cus tomers  paying potentia lly re fundable
"a dva nce s " a nd/or a gre e ing to pa y s pe cia l "fa cilitie s  cha rge s " ca lcula te d purs ua nt to a n AP S
Economic Fe a s ibility S tudy. Within De cis ion No. 69663 is s ue d within Docke t No. E-01345A-
05-0816 e t a l, AP S  wa s  orde re d to file  "re vis e d line  e xte ns ion ta riffs  tha t e limina te  a ny fre e
foota ge  or fre e  a llowa nce  a nd re move  a ny re quire me nt for e conomic fe a s ibility a na lys is  a s
othewvise  required pursuant to A.A.C. R14-2-207.C.l and C.2"2 The  bas is  for this  required ta riff
change is  found a t page  97 of Decision No. 69663 tha t s ta tes , in re levant part:

[Wye find that, in view of the unprecedented growth in APS ' service territory,
granting APS variances to A.A.C. R]4-2-207.CI and C.2, which require a
company to provide a specy'ied footage of distribution line at no charge, is a
necessary and appropriate measure to she the burden of rising distribution
infrastructure costs away ffom the current customer base to growth.

1 In a  present va lue ana lys is , the additiona l nominal dolla rs  of future years  savings  a re discounted back to a rrive a t
their va lue s ta ted in toda y's  dolla rs . The higher the discount ra te used to discount future nomina l dolla rs  of savings
under the CIAC methodology, the lower the present va lue of such future revenue requirement savings .
2 As  FURTHER ORDERED found on page 156 of Decis ion No. 69663.
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It is  importa nt to note  thre e  ite ms  surrounding this  re quire d ta riff cha nge . Firs t, no pa rty
ha d a dvoca te d this  cha nge  in re tile d te s timony or e xhibits .3 This  ta riff cha nge  is  be ing
imple me nte d purs ua nt to this  Commis s ion's  own initia tive . If a ny pa rty ha d  ma de  s uch  a
propos a l to e limina te  the  fre e  foota ge  a llowa nce a long with  a  concurre nt propos a l to  tre a t
incrementa l rece ipts from cha rging the  cos t of a ll dis tribution line  e xte ns ions as revenues, tha t
pa rty undoubte dly would ha ve , a nd mos t ce rta inly should ha ve , unde rta ke n a  ca lcula tion a nd
proposed an adjus tment to APS ' re ta il cos t of se rvice  to re flect the  impact of such change  upon
APS' base  ra te  revenue requirements.

S e cond , the  incre me n ta l fe e s  to  be  co lle c te d  unde r the  re vis e d  S che du le  3  a re
indis puta bly a nd L e quivoca lly tie d to the  dis tribution pla nt cons truction cos t re quire d to be
incurre d to s e rve  ne w re ta il cus tome rs . Thus , from S ta ffs  pe rs pe ctive , it is  intuitive  tha t the
intent of e limina ting  the  fre e  foo ta ge  a llowa nce  is  to  de fra y the  s ign ifica n t incre me nta l
inves tment in dis tribution pla nt tha t APS  is  specifica lly incuring to se rve  new re ta il cus tomers .

Third, this  ta riff change  is  predicted by APS to s ignificantly increase  fee s  to be  collected
pursua nt to S che dule  3. S pe cifica lly, within Exhibit D a ffixe d to Mr. Thoma s  Mun a w's  le tte r to
this  Commis s ion da te d De ce mbe r 20, 2007 (he re ina fte r re fe rre d to a s  "AP S ' De ce mbe r 20"'
le tte r"), APS predicts  tha t it will rece ive  incrementa l Schedule  3 line  extens ion fees  a s  follows:

Year
2008
2009
2010

Amount
$50 million
117 million
159 - 191 million

These are either revenues or funds ro ojjiset current construction costs - depending upon
which accounting/rate treatment this Commission authorizes - that were never considered in any
fashion within the development of the retail cost of service underlying the base rates authorized
within Decision No. 69663 .

111. POSSIBLE ACCOUNTING AND RATE TREATMENTS TO AFFORD
SCHEDULE 3 RECEIPTS EXPECTED TO BE COLLECTED TO CONSTRUCT
DISTRIBUTION LINE EXTENSIONS TO SERVE NEW CUSTOMERS

Sta ff has  identified three  poss ible  accounting and ra te  trea tments  tha t could be  a fforded
the  Schedule  3 rece ipts  anticipa ted to be  colle cted to cove r APS ' cos ts  to cons truct dis tribution
line  extens ions  to serve new re ta il customers  .- a ll of which have  a lready been addressed in some
fa shion in va rious  docume nts  file d in Docke t No. E-01345A-05-0816 e t a l s ince  De cis ion No.
69633 was issued.

s .

AP S  propos e d, a nd the  Utilitie s  Divis ion S ta ff did not oppos e , a  cons truction cos t lim ita tion for ne w line
extens ions  concurrent with the  e limina tion of the  free  foota ge a llowa nce. However, no pa rty propos ed complete
elimina tion of a ll line  extens ion cos t limita tions  a nd free  foota ge a llowa nces  tha t wa s  ultima tely ordered by this
Commiss ion,

3
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Firs t, a s  APS proposes , the  fees  could be  recorded as  Misce llaneous  Se rvice  Revenues .
Under such accounting/ra te  trea tment, the  fees  would be  cons ide red and recorded a s  ope ra ting
re ve nue s  a va ila ble  to cove r, in pa rt, AP S ' cos t of s e rving re ta il cus tome rs . As  long a s  the re  is
any re ta il growth in APS ' se rvice  te rritory, it can be  expected tha t some amount of Misce llaneous
Se rvice  Re ve nue s  in the  form of Sche dule  3 re ce ipts  would be  a va ila ble  to cons ide r within the
cost of service  employed to develop re ta il base  ra tes .

Second, as  S ta ff proposes , the  fees  could be  trea ted as  CIAC. Under the  CIAC approach,
Schedule  3 fees  a re  ultima te ly recorded Asa  reduction to plant in se rvice . The  reduction in plant
in s e rvice , in tum, re s ults  in a  re duction to the  re ta il cos t of s e rvice  in the  font of a  re duce d
return requirement, reduced deprecia tion expense  and reduced property tax expense .

Third, the  fees  could be  trea ted as  cos t-free  capita l in the  deve lopment of the  Compally's
ove ra ll we ighte d cos t of ca pita l. This  a pproa ch is  s imila r, though ce rta inly not ide ntica l, to the
CIAC approach. Under this  approach, a  ba lance  shee t account for Cost-Free  Contributed Capita l
would be  e s ta blishe d. Its  ba la nce  would be  include d in the  de ve lopme nt of the  Compa ny's
ove ra ll cos t of ca pita l a long with the  more  tra ditiona l long te rn s ource s  of ca pita l s uch a s
common equity, pre fe rred s tock and long te rm debt.

The advantages and disadvantages of the  three  a lternatives for the  three  different methods
of trea ting the  incrementa l Schedule  3 fees are  discussed below.

Recording Schedule fees as Miscellaneous Revenues

Adva nta ge s  of, a nd a rgume nts  for, re cording the  S che dule  3 fe e s  a s  Mis ce lla ne ous
Revenues include :

A.

If base  ra tes  recently es tablished pursuant to Decis ion No. 69663 are  not immedia te ly
re vis e d downwa rd for the  e s tima te d impa ct of the  S che dule  3 cha nge , for s ome
inde te nnina te  pe riod of time , AP S  will e njoy una nticipa te d e a rnings  a nd ca sh flow.
The  incre a s e d e a rnings  a nd ca s h flow will, no doubt, boos t the  inte re s t cove ra ge
ra tios  a nd ca sh flow me trics  tha t cre dit ra ting a ge ncie s  re vie w whe n a na lyzing the
cre dit worthine s s  of AP S ' a nd P WCC's  de bt ins trume nts . Be tte r cre dit ra tings
boosted by the  unanticipa ted windfa ll re sulting from the  Schedule  3 revenues could,
in tum, re duce  AP S e /P WCC's  borrowing cos ts . Furthe r, the  incre a se d e a rnings
could re s u lt in  the  de la y o f AP S  filing  a no the r re ta il ra te  ca s e , a lthough  it is
impos s ib le  to  qua n tify how much  o f a  de la y, if a ny, would  be  a ttribu ta b le  to
a llowing AP S  to re ta in the  una nticipa te d e a rnings  re s ulting from the  S che dule  3
changes . If ra tes  were  not concurrently reduced for anticipa ted incrementa l Schedule
3 fees , most of the  short te rm benefits  noted here in would ensure  to the  advantage  of
APS/PWCC shareholders . For reasons  discussed be low, S ta ff is  recommending tha t
AP S  not be  a llowe d to re ta in for its  s ha re holde rs  incre me nta l S che dule  3 fe e s
rece ived up until the  time  of APS ' next re ta il ra te  case .
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Curre nt or "e xis ting" ra te pa ye rs  will in itia lly rece ive  the  la rgest revenue  requirement
sa vings  unde r the  re ve nue  proposa l, a s  long a s  a ppropria te  re gula tory tre a tme nt is
adopted. S ta ff propos e s  tha t, if AP S ' me thodology for re cording s uch fe e s  a s
re ve nue s  we re  a dopte d , AP S  s hould  be  orde re d  to  de fe r s uch  re ve nue s  in  a
regula tory liability account until APS ' next ra te  case  where in such de fe rred revenues
would be  cre dite d to AP S ' re ta il cos t of s e rvice . If the  incre me nta l S che dule  3 fe e s
a re  de fe rre d for future  cre diting to AP S ' re ta il cos t of s e rvice , mos t of the  AP S
shareholde r and credit me trics  benefits  lis ted in the  firs t point described above  would
be  e limina ted. Howeve r, if Schedule  3 fe e s  a re  initia lly de fe rred until APS ' ne t re ta il
ra te  case  (as  Staff recommends zfthe  fees are  to be  recorded as  revenues), current or
"e xis ting" ra te pa ye rs  ca n  e xpe ct tha t the  o the rwis e -ca lcu la te d  re ta il re ve nue
re quire me nt de ve lope d in AP S ' next re ta il ra te  ca s e  will be  fa irly s ign ifica n tly
reduced. The  cre dit a mortiza tion of S che dule  3 re ve nue s  de fe rre d would be  in
addition to, or above  and beyond, the  revenue  requirement savings  tha t would result
from cons ide ring a n ongoing le ve l of S che dule  3 re ve nue s  in the  cos t of s e rvice
de te rmina tion. As  AP S  note s , the  re ve nue  re quire me nt sa vings  unde r the  re ve nue
me thodology is  initia lly quite  s ignifica nt ina smuch the  S che dule  3 re ve nue s  would
re s u lt in  ne a rly a  do lla r-for-do lla r re duction  in  the  o the rwis e -ca lcu la te d  re ta il
revenue  requirement.

Disadvantages of recording the Schedule 3 fees as "revenues" include:

If the  ACC we re  to  a llow AP S  to  re ta in  the  windfa ll de rive d  from re cogniz ing
Schedule  3 fees  a s  revenues  without concurrently requiring the  incrementa l rece ipts
to be  de fe rre d until APS ' ne xt re ta il ra te  ca se  (ove r the  re comme nda tions  of S ta ff),
the  noted "advantage" of a  boost to ea rnings , cash flow and coverage  ra tios  cited as
a n "Adva nta ge " a bove , ca n be  e xpe cte d to be  a  short-live d, one -time  e ve nt. Within
AP S ' next re ta il ra te  filing, a n "ongoing" le ve l of S che dule  3 "re ve nue s " will be
co n s id e re d  a n d  in c lu d e d  with in  re ta il co s t o f s e rvice  re ve n u e  re q u ire me n t
deve lopment. Once  an ongoing leve l of Schedule  3 revenues  a re  cons ide red within
the  cost of service  development underlying base  ra tes , the  one-time boost to earnings
predicted for the  next two-to-three  years  will cease  to occur.

The  a mount of S che dule  3 fe e s  to be  colle cte d ca n be  e xpe cte d to be  vola tile  a nd
difficult to e s tima te  for cos t of se rvice  deve lopment. Indeed, APS has  e s tima ted the
range  to be  collected ove r the  next three  yea rs  to be  be tween $50 and $159 million
pe r ye a r. In  fu ture  ra te  proce e dings , the  Commis s ion  will ha ve  to  s e le ct the
"ongoing" le ve l of S che dule  3 re ve nue s  tha t it choos e s  to a cce pt a s  a  ba s is  for
reducing exis ting base  ra tes . Inability to accura te ly predict the  amount of Schedule  3
re ce ipts  will like ly contribute  to  vola tility in  AP S ' e a rnings  a s  "a ctua l" re ve nue s
rece ived could devia te  s ignificantly from ra te -case -predica ted rece ipt leve ls .

While initia lly re ducing ra te s  fa s te r a nd more  s ignifica ntly than othe r a lte rna tive s
unde r cons ide ra tion , e ve ntua lly a  cros s -ove r po in t will be  re a che d  s uch  tha t
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recording the  Schedule  3 fees  a s  CIAC - or a  reduction to plant in se rvice  - re sults  in
a  lowe r re ve nue  re quire me nt for re ta il ra te pa ye rs . From tha t point forwa rd, it is
like ly tha t re cording the  S che dule  3 fe e s  a s  a  re duction to pla nt (i.e , a s  CLAC) will
result in a  lower revenue requirement than recording the  fees as  revenues.

Staf'"s  Proposa l of Trea ling the  Incrementa l Schedule  3 Fees as  CIA C

Arguments  supporting S ta ffs  proposa l for trea ting the  incrementa l Schedule  3 rece ipts  as
CIAC, which ultima te ly re duce  ne t pla nt in se rvice , include  the  following:

The  amount of Schedule  3 "fees" to be  collected is  tied exactly to expected cos ts  to
cons truct dis tribution line s  to s e rve  ne w cus tome rs . Thus , from a  conce ptua l
pe rspe ctive , it is  mos t a ppropria te  to cons ide r such re ce ipts a s  reductions in pla nt
inve s tme nt ra the r tha n  a n  ongoing  s tre a m of re ve nue s  a va ila b le  to  me e t a ny
corpora te  purpose  or reduce  overa ll re ta il revenue  requirements .

APS should immedia te ly and over the  long run experience  less  ea rnings  a ttrition than
it othe nvise  would a bse nt the  s ignifica nt S che dule  3 ta riff modifica tion. This  re sult
s hould occur be ca us e  AP S ' incre me nta l inve s tme nt ne e de d to s e rve  e a ch ne w
cus tomer will be  s ignificantly reduced.

Reta il ra tepayers  will rece ive  a  reduced revenue  requirement over the  life  of the  plant
tha t fa cilita te d the  colle ction of the  fe e s . Thus , unde r the  CIAC propos a l, dire  is
better matching of costs  and benefits  than exists  with the  revenue approach.

Recording incrementa l Schedule  3 rece ipts  a s  CIAC will re sult in much less rate case
controve rs y a nd e a rnings  vola tility tha n the  propos a l to re cord s uch re ce ipts  a s
revenues.

Dis a dva nta ge s  of the  CIAC a pproa ch - which la rge ly mirror the  a dva nta ge s  of the
revenue  approach, include:

The  savings  impact to "exis ting" ra tepayers  is  much s lower to be  rea lized than under
the  re ve nue  a pproa ch. While  re ta il ra te pa ye rs  will be g in  to  re a lize  re ve nue
re quire me nt s a vings  unde r the  CIAC a pproa ch in AP S ' ne xt re ta il ra te  ca se , such
savings  will initia lly be  much smalle r than under the  revenue  approach.

The  poss ible de la y in APS ' filing a nothe r ba se  ra te  ca se  is  re duce d. It is  much le ss
like ly th a t AP S ' next ra te  ca s e  will be  s ign ifica n tly de la ye d  unde r the  CIAC
approach.

8.

Any s hort-live d, one -time  s ignifica nt boos t to  e a rnings , ca s h flow a nd inte re s t
cove rage  ra tios  tha t would occur if the  Schedule  3 fee s  were  recorded a s  revenues
(tha t would occur if Schedule  3 fees  a re  not deferred as  proposed by Staff) would not
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ma te ria lize  unde r the  CIAC a pp roa ch ,  o r ce rta in ly wou ld  be  de  xn in imus  in
re la tionship to APS ' revenue  approach.

Treating Schedule 3 Fees as Cost-Free Capital

Anothe r a ccounting/ra te  a pproa ch tha t could be  imple me nte d would be  to  tre a t a ll
Schedule  3 rece ipts  as  a  cost-free  source  of funds in the  development of the  overa ll weighted cost
of ca pita l. This  a pproa ch is  ve ry s imila r to  the  CIAC me thodology, but with thre e  dis tinct
dis a dva nta ge s . Firs t, unde r the  CIAC a pproa ch whe re in pla nt is  re duce d, the re  would be  a n
a ttendant savings  in the  form of reduced deprecia tion expense  tha t would not ma te ria lize  unde r
the  "cos t-fre e  ca pita l" a pproa ch. S e cond, the  re duction in re corde d pla nt in s e rvice  unde r the
CIAC a pproa ch would a ls o be  e xpe cte d to re s ult in  s ome  a mount of re duce d prope rty ta x
e xpe ns e  ina s much a s  prope rty ta xe s  a re  influe nce d by the  re corde d book va lue  of pla nt in
s e rvice . If the  S che dule  3 fe e s  we re  re corde d a s  cos t-fre e  ca pita l ra the r tha n a  re duction to
recorded plant in se rvice , the  reduction in expected property tax expense  would be  forfe ited.

Third, if the  cos t-free  funds  we re  cons ide red in the  deve lopment of the  we ighted ove ra ll
cos t of capita l, revenue  requirement savings  for re ta il cus tomers  would be  diluted. This  dilution
would occur be ca us e  the  cos t-fre e  funds  provide d e xclus ive ly by re ta il ra te pa ye rs  would be
cons ide re d in a  tota l-AP S  ca pita l s tructure  tha t would a ls o be  s upporting non-juris dictiona l
inve s tme n ts  a nd  pos s ib ly o the r inve s tme n ts  tha t wou ld  no t typ ica lly be  a ffo rde d  re ta il
juris dictiona l ra te  ba s e  re cognition. We  ha ve  a ffixe d to this  S ta ff Re port a s  Exhibit No. l a
schedule  tha t demons tra te s  how trea ting the  Schedule  3 fe e s  a s  "cos t-free  capita l" ra the r than
CIAC/re duction to  pla nt in  s e rvice  re s ults  in  a  highe r re ve nue  re quire me nt - e ve n  be fore
cons ide ring a nd qua ntyfj/ing a dditiona l sa vings  in re form of re duce d de pre cia tion e xpe nse  a nd
prope rty ta x e xpe ns e . Aga in, the  incre a s e  in the  re ve nue  re quire me nt unde r the  "cos t-fre e
capita l" approach occurs  a s  a  re sult of the  fa ct tha t the  bene fits  or savings  from the  "cos t-free "
funds  be ing submitted exclus ive ly by re ta il ra tepayers  would be  indirectly a lloca ted to non-re ta il-
ra te  base  inves tments  (i.e ., CWIP , whole sa le  ra te  base , non-utility inves tments , disa llowed ra te
base  items, e tc.) under the  cost-free  capita l approach.

Sta ff is  a lso aware  of Commissioner P ie rce 's  December 10, 2007-da ted le tte r where in the
Commissioner appears  to be  questioning whether it might be  be tte r for ra tepayers  if the  Schedule
3 funds were  considered as  "revenues" (as  APS has  proposed) and aga in as  "cost fre e " or "low
cost" funds  in the  capita l s tructure . S ta ff does  not be lieve  tha t it would be  equitable  to re flect the
fe e s  once  a s  "re ve nue s" in cos t of s e rvice  de ve lopme nt a nd a ga in a s cos t-fre e  ca pita l in the
capita l s tructure  (or CIAC for tha t matte r). If the  Schedule  3 fees  were  to be  re flected as  revenues
within the  deve lopment of the  cos t of se rvice  they would be  cons ide red to be  offse tting annua l
e xpe ns e s  or a nnua l re turn  re quire me nts  within  a  g ive n a nnua l re porting pe riod, or more
s pe cifica lly, within a  give n te s t ye a r. In e ffe ct, the  "va lue " of one  ye a r's  worth of S che dule  3
fees  would be  utilized to offse t one  year's  worth of othe r opera ting expenses  or one  year's  worth
of re turn re quire me nts . As  the  full va lue  of a  give n ye a r's  worth of S che dule  3 fe e s  unde r the
revenue  approach would have  e ffective ly been "used up," it would be  inappropria te  to aga in use
the s e  s a me  S che dule  3 fe e s  a s  cos t fre e /low cos t ca pita l or a s  CIAC/re ducing ra te  ba s e . In

c.
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summary, utilizing the  Schedule  3 fees  in both a reas  of cos t of se rvice  deve lopment would result
in a  "double  dip" to APS' shareholders , and therefore , S taff cannot endorse  such approach.

IV. S HO RT- AND LO NG -TE RM IMP ACT TO  CUS TO ME RS  O F  E MP LO YING  THE
CIAC VERS US  REVENUE AP P ROACH

Cle a rly, ove r the  s hort run, tre a ting the  S che dule  3 re ce ipts  a s  re ve nue s  will re s ult in
more  s ignificant reductions  to re ta il base  ra te s  than the  CIAC trea tment. As  the  Company notes ,
the  re ve nue  a pproa ch yie lds  a  dolla r-for-dolla r ra te  impa ct tha t re s ults  in a  fa s te r a nd initia lly
more  s ignifica nt impa ct to  ra te pa ye rs  in  the  e a rly ye a rs  fo llowing  imple me nta tion  of the
Schedule  3 change . The  CIAC approach initia lly re sults  in a  much sma lle r impact to re ta il ra te s .
This  re sult occurs  be ca use , unde r the  CIAC a pproa ch, the  S che dule  3 fe e s  would be  use d to
reduce  ra te  base , which reduces  the  utility's  re turn requirement by only a  fraction of wha t occurs
unde r the  revenue  approach. Importantly, ove r the  life  of the  plant tha t gene ra ted the  collection
of the  Schedule  3 fees , the  tota l revenue  requirement reduction unde r the  CIAC methodology is
grea te r in nomina l dolla rs than under the revenue approach.

However, on a  present va lue  basis , whe ther or not the  CIAC or revenue  approach is  more
economic for ra tepayers  is  la rge ly dependent upon the  inte res t ra te  employed to discount future
re ve nue  re quire me nt s tre a ms  e s tima te d unde r e a ch a pproa ch. Unde r the  CIAC a pproa ch,
revenue  requirement savings  for ra tepayers  re sulting from the  Schedule  3 rece ipts  a re  s lower to
be  rea lized than under the  revenue  approach. Holding a ll e lse  cons tant, if those  "future  revenue
re quire me nt s a vings" re sulting from the  CIAC a pproa ch a re  dis counte d us ing a  high dis count
ra te , the  CIAC approach would appear to be  less economic to ra tepayers on a  present value  basis .
Conve rs e ly, if future  re ve nue  re quire me nt s a vings  unde r the  CIAC a pproa ch a re  dis counte d
us ing  a  re la tive ly low d is coun t ra te , the  CIAC a pproa ch  will a ppe a r more  e conomic  fo r
ratepayers.

Affixe d to this  S ta ff Re port a s  Exhibit No. 2 is  a  printout of a n a na lys is  unde rta ke n by
APS regarding the  ne t present va lue  of 30 years  of revenue requirements  to ra tepayer for a  s ingle
vintage  of Schedule  3 rece ipts . The  ana lys is  ca lcula te s  the nomina l revenue  requirement under
the  CIAC a nd re ve nue  a pproa che s , a nd the n discounts  such re ve nue  re quire me nt s tre a ms  to
arrive  a t the  net present va lue  of revenue requirements under each approach. In the  analysis  APS
assumed tha t $1,000 of incrementa l Schedule  3 rece ipts  were  collected to cover the  cost of a  line
e xte ns ion tha t ha s  a n e xpe cte d life  of 30 ye a rs . The  ke y conclus ions  of the  AP S  a na lys is  a re
summarized as  follows:

Ove r the  30-ye a r life  of the  line  e xte ns ion which fa cilita te d the  $1,000 S che dule  3
re ce ipt, re ve nue  re quire me nts  s ta te d in nomina l dolla rs is  $1,346 less unde r the
CIAC approach than under the  revenue approach.

When the  nomina l revenue  requirements  unde r the  two approaches  a re  discounted
utilizing the  Compa ny's  be fore -ta x cos t of ca pita l (i.e ., 12.07%), the  ne t pre s e nt
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va lue  of re ve nue  re quire me nts  is  $100 less e mploying the  re ve nue
occurs  employing the  CIAC approach.

approach than

Whe n the  nomina l re ve nue  re quire me nts  a re  dis counte d utilizing a n 8.0% inte re s t
ra te  (a  ra te  tha t AP S  purports  to fre que ntly us e  for pla nning purpos e s ), the  ne t
pre se nt va lue  of re ve nue  re quire me nts  is  $125 less e mploying the  CIAC a pproa ch
than what occurs under the  revenue approach.

In  s upport of its  re ve nue  a pproa ch, AP S  cla ims  in  its  De ce mbe r 20th  le tte r to  th is
Commiss ion tha t:

The re  is  s imply no ques tion tha t APS ' proposed revenue  trea tment rende rs  bene fits
to both cus tome rs  a nd APS  compa re d to CIAC in both the  short te rm a nd for ma ny
years to come.4

Revenue  trea tment is  advantageous to APS customers during every year of a  10-year
ana lys is , producing a  present va lue  benefit of some  $380 to $440 million, depending
on the  discount ra te  used and assuming Schedule  3 fees of $100 million annually.5

Within a  30-ye a r a na lys is , the re  is  e ve ntua lly a  cros s -ove r point whe re in CIAC
tre a tme nt be come s  more  a dva nta ge ous  tha n the  re ve nue  a pproa ch, but on a  ne t
present va lue  bas is , the  revenue  approach yie lds  savings  over the  CIAC approach of
$250 to $300 million.6

S ta ff ta ke s  e xce ption to the  a s s umptions  e mploye d by AP S  within its  va rious  multi-
gene ra tiona l ana lyses , and a lso to APS ' conclus ion tha t the re  is  "s imply no ques tion tha t APS 's
proposed revenue  trea tment rende rs  bene fits  to both cus tomers  and APS compared to CIAC in
both the  short te rm and for many years  to come."

In a  nutshe ll, APS ' 10-yea r and 30-yea r multi-vintage  NPV ana lyse s  inappropria te ly and
unfa irly ca lcula te  re ve nue  re quire me nt s a vings  unde r the  re ve nue  a pproa ch ove r a  diffe re nt
pe riod than is  ca lcula ted under the  CIAC approach. As  described above , S ta ff submits  tha t for a
give n vintage  of Schedule  3 fees  rece ived, the  ne t present va lue  of revenue  requirement savings
to ra tepayers  is  approximate ly equa l over the  life  of the  plant tha t genera ted the  fees  under both
the  re ve nue  a nd CIAC a pproa che s . Ignoring othe r cons ide ra tions , with the  ne t pre se nt va lue
savings  approximate ly equa l under e ithe r approach, ra tepayers  should be  indiffe rent a s  to which
approach is adopted.7

4 Middle of page 4 of December 20, 2007-dated letter from Thomas  Mum aw to the ACC,
5Last paragraph on page 5 of December 20, 2007-dated letter from Thomas Mum aw to die ACC.
6 Last paragraph on page 5 of December 20, 2007-dated letter from Thomas Mum aw to the ACC.
7 Staff submits  that there are other considerations  beyond the NPV analys is  that s trongly favor treating the Schedule
3 fees  as  CIAC. But from s trictly a  NOV analys is , ra tepayers  should be rela tively indifferent as  to which approach is
adopted.
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Within the  10-ye a r a na lys is  unde rlying AP S ' cla im tha t ra te pa ye rs  will re a lize  $380 -
440 million of ne t present va lue  revenue  requirement savings  under the  revenue  approach, APS
has  ca lcula ted the  revenue  requirement savings  re sulting from Schedule  3 fee  "revenues" for 10
years . For Schedule  3 fees  rece ived in yea r 10 of the  10-year ana lys is , the  revenue  requirement
savings  under the  CIAC approach have  only been ca lcula ted for one  year. As is  a lways the  case ,
savings under the  CIAC approach ensure  to ra tepayers over the  life  of the  plant tha t genera ted the
S che dule  3 fe e . The re fore , with a  30-ye a r pla nt life , a s  is  a s s ume d within AP S ' mode ling
exe rcise , for the  tenth yea r or vintage  of Schedule  3 rece ipts , the  revenue  requirement savings
unde r the  CIAC a pproa ch ha ve  only be e n qua ntifie d a nd cons ide re d for one  of the  30 ye a rs  in
which revenue requirement savings under the  CIAC approach are  expected.

AP S ' mis ma tche d a na lys is  is  gra phica lly s hown on the  cha rt be low. Within AP S ' te n-
yea r NPV ana lys is  the  Company discounts  the  revenue  requirement s treams under the  revenue
and CIAC approach for only the  firs t ten years . However, the  Schedule  3 rece ipts  rece ived within
a n initia l te n ye a r pe riod will ge ne ra te  CIAC re ve nue  re quire me nt sa vings  for 40 ye a rs  in tota l.
In short and in sum, APS ' 10-yea r NPV s tudy mixes  "apple s  and oranges" a s  it fa ils  to cons ide r
a nd ca lcula te  s a vings  unde r the  CIAC a pproa ch for ye a rs  ll through 40 tha t would occur a s  a
result of Schedule  3 fees received in years one  through ten.

S imila rly, in its  30-ye a r a na lys is , APS  a ga in ina ppropria te ly cuts  off its  qua ntifica tion of
the  ne t present va lue  of revenue  requirement savings  under the  CIAC approach a t the  end of 30
ye a rs  ra the r tha n a t the  e nd of 60 ye a rs  a s  s hould ha ve  a ppropria te ly be e n unde rta ke n. By
ca lcula ting a ll the  early-years ' revenue  requirement savings  resulting from the  revenue  approach,
but ignoring subsequent yea rs ' re la ted revenue  requirement savings  unde r the  CIAC approach
(i.e ., be yond 10 a nd 30 ye a rs  within AP S ' 10- a nd 30-ye a r NP V s tudie s , re s pe ctive ly), AP S
a ga in cre a te s  a  s ignifica nt "misma tch" tha t re sults  in a  bia s  tha t e rrone ous ly indica te s  tha t the
revenue  approach will forever be  beneficia l to ra tepayers .
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If AP S  is  pe rmitte d  to  re cord  a nd re ta in  for its  s ha re holde rs  a ll of the  incre me nta l
S che dule  3  fe e s  it be gins  to  colle ct, it is  pos s ib le  tha t the  timing of AP S ' ne xt ba s e  ra te
a pplica tion will be  de la ye d be yond tha t which would occur unde r the  CIAC a pproa ch. It is
impos s ible  for S ta ff to qua ntify the  like lihood or le ngth of a ny pos s ible  de la y, but S ta ff would
acknowledge that ra tepayers may experience  a  benefit in the  form of a  delayed base  ra te  increase
if the  re ve nue  a pproa ch is  a dopte d. Howe ve r, S ta ff doe s  not e nvis ion s a vings  to ra te pa ye rs
re sulting from the  poss ible  de la y in the  timing of AP S ' ne xt ra te  filing to a pproa ch the  s a vings
tha t ra te pa ye rs  would re a lize  if the  S che dule  3 "re ve nue s" we re  to be  de fe rre d until AP S ' ne xt
ra te  case  ...- which is  S ta ffs  recommenda tion ifAPS were  pe rmitted to cons ide r such Schedule  3
rece ipts  a s  "revenues"

In short a nd in summa ry, S ta ff continue s  to ma inta in tha t, on a  ne t pre se nt va lue  ba s is ,
the  impa ct to ra te pa ye rs  unde r the  re ve nue  or CIAC a pproa ch is  a pproxima te ly the  s a me .
Accordingly, S ta ff ta ke s  s trong e xce ptions  to AP S ' cla ime d ne t pre s e nt va lue  a na lys e s  a nd
ultima te ly to AP S ' conclus ion tha t "[t]he re  is  s imply no que s tion tha t AP S ' propos e d re ve nue
trea tment renders  benefits  to both cus tomers  and APS compared to CIAC in both the  short te rm
and for many years  to come."

v. S H O R T -  AN D  L O N G - T E R M IMP AC T  T O  AP S  O F  E MP L O YIN G  T H E
RE VE NUE  AND CIAC AP P RO ACH

By fa r, the  la rge s t be ne fit to AP S  will occur ove r the  ne xt two-to-thre e  ye a rs  unde r the
revenue approach :Ethe  Company can convince  this  Commission to not concurrently reduce  base
ra te s  in this  proceeding or de fe r such rece ipts  for future  crediting to ra tepaye rs . As  pre vious ly
no te d , if the  S che du le  3  cha nge  we re  imple me n te d  withou t a  concurre n t o rde r by th is
Co mmis s io n  to  d e fe r s u ch  in c re me n ta l "re ve n u e s ," AP S ' s h a re h o ld e rs  will e n jo y a n
unanticipa ted and unwarranted increase  in pre -tax income  of be tween $50 and $159 million pe r
ye a r for ye a rs  2008 through 2010. In a ddition to incre a s ing s ha re holde r e a rnings  a bove  tha t
which would be  e xpe cte d a bs e nt the  S che dule  3 re vis ion, ca s h flow indica tors  a nd inte re s t
cove ra ge  ra tios  will e xpe rie nce  a  s hort-live d, one -time  improve me nt a bove  tha t which would
occur absent the  Schedule  3 revision.

With the  filing of APS ' ne xt re ta il ra te  a pplica tion, the  be ne fits  of the  re ve nue  a pproa ch
to APS ' sha re holde rs  a nd to its  othe r fina ncia l me trics  will be  la rge ly e limina te d. This  re sult will
occur ina smuch a s  the  "ongoing" leve l of Schedule  3 revenues  will be  cons ide red within cos t of
s e rvice  de ve lopme nt. In othe r words , the  one -time  windfa ll tha t AP S  could e xpe rie nce  (if the
Commis s ion we re  to  a cce pt its  propos a l to  re cord S che dule  3  fe e s  without a  concurre nt
adjus tment to ba se  ra te s ) will have  expired, and future  ea rnings  and othe r financia l me trics  will
be  s imila r under the  revenue  or CIAC approach from tha t time  forward.

In its  De ce mbe r 20, 2007-da te d le tte r to this  Commiss ion, AP S  note s  tha t the  re ve nue
a pproa ch re s ults  in  a n FFO/De bt ra tio  tha t is  cons ide ra bly improve d re la tive  to  the  CIAC
a pproa ch. In pa rticula r, AP S  note s  on Exhibit A to its  De ce mbe r 20'*' le tte r tha t, unde r the
revenue  approach, the  FFO/Debt ra tio ranges  from 19.2% to 20.3% for the  years  2008 _._ 2010,



Arizona  Public Se rvice  Company
Docke t Nos . E-01345A-05-0816 e t a l
Page 12

but fa lls  in  the  ra nge  of 18.1% to 16.2% unde r the  CIAC a pproa ch. S ta ff would note  two
important items  in this  rega rd.

Firs t, a s  can be  obse rved on Exhibit A, APS assumes  tha t its  ACC jurisdictiona l re turn on
e quity will drop to a pproxima te ly 6.0% ove r the  thre e -ye a r proje ction pe riod without filing for
a dditiona l re ta il ra te  re lie f If AP S  file d for re ta il ra te  re lie f a nd we re  a ble  to jus tify a  ne e d for
re lie f (in  line  with  its  p ro je ctions  of de te riora ting  re turns  conta ine d  on  Exhib it A to  AP S '
December 208' le tte r), the  projected FPO/Debt ra tios  would not drop to the  low leve ls  projected
on Exhibit A unde r the  CIAC approach for a ll yea rs  shown.

Second, ca lcula tion of FPO enta ils  adding or subtracting, a s  is  applicable , current pe riod
ne t de fe rre d income  ta x e xpe ns e  to re corde d book income . Unde r the  CIAC a pproa ch, the
nega tive defe rred income  tax expense  tha t offse ts  the  current income  tax impact of CIAC results
in  a  lowe r a mount of ca lcula te d FFO. S o long a s  the  curre nt formula  for ca lcula ting FP O
re ma ins  in e ffe ct, the re  will be  a  lowe r FFO a mount ca lcula te d unde r the  CIAC propos a l tha n
under the  revenue  approach for the  foreseeable  future . This  diffe rence  could, a t times , push the
FFO/De bt ra tio to the  low e nd, or be low the  low e nd, of the  ra nge  use d by ra ting a ge ncie s  a s  a
guide line  for an inves tment grade  credit ra ting.

S ta ff reminds  this  Commiss ion tha t the  guide lines  used by credit ra ting agencies  a re  jus t
tha t - guide line s . Utilitie s  a re  not a utoma tica lly or imme dia te ly downgra de d if the y fa ll be low a
guide line  ra nge  for a  pe riod of time . Vie we d in  is ola tion, rigid  a dhe re nce  to  a  formula  for
ca lcula ting FP O, in  conjunction with  rig id  a dhe re nce  to  a n  FFO/De bt guide line  ra nge  for
inve s tme nt gra de  ra tings , would sugge s t tha t the  colle ction of a dditiona l CIAC will e xpose  APS
to a  grea te r risk of a  downgrade  than would exis t if the  Schedule  3 modifica tion had neve r been
a uthorize d. Intuitive ly, this  outcome  a ppe a rs  pre pos te rous . It is  s imply difficult to e nvis ion a
ra ting agency, if it truly unde rs tood wha t was  be ing implemented, concluding tha t a  downgrade
should occur a s  a  re s ult ofAP S  e ffe ctive ly re ducing its  othe rwis e -e a lcula te d ca pita l outla y or
ne e d for de bt fna ncing. While  S ta ff would acknowledge  tha t the  improvement in the  FFO/Debt
ra ting re sulting from the  recording of Schedule  3 fee s  a s  revenues  is  an a rgument supportive  of
the  revenue  approach, S ta ff is  not convinced tha t ra ting agencie s  will automa tica lly downgrade
AP S ' cre dit ra ting whe n the  FFO/De bt fa lls  be low the  guide line  ra nge  if the  ca us e  of the
de clin ing  ra tio  is  p rima rily the  impa ct o f ne ga tive  de fe rre d  ta xe s  s te mming  d ire ctly a nd
exclus ive ly from incrementa l CIAC collections  unde r Schedule  3.

VI. AP S '  P R O P O S AL T O  R E C O R D S C HE DULE  3  F E E S  AS  R E VE NUE S  IS
E Q UIVALE NT TO  AP S '  R E B UTTAL P O S ITIO N TO  ADO P T A " R E VE NUE
E NHANCE ME NT"  P RO P O S AL.

During the  ra te  ca se , APS  propose d for the  firs t time  in re butta l te s timony a  re que s t for
a uthoriza tion for s ome  form of non-tra ditiona l "re ve nue  e nha nce me nts ." Ite ms  propos e d
include d: re cove ry of a cce le ra te d de pre cia tion, inclus ion of Cons truction Work in P rogre s s  in
ra te  base , as  well as  an a ttrition a llowance . S ta ff opposed each of these  "revenue  enhancement"
adj ustments  proposed by APS, and ultimate ly this  Commission de termined tha t none  of the  APS-
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propose d re ve nue  e nha nce me nts  should be  a dopte d. It a ppe a rs  to S ta ff tha t APS ' proposa l to
record the  s ignificant change  in Schedule  3 ta riff rece ipts  a s  "Misce llaneous  Revenues" could be
ye t a nothe r "re ve nue  e nha nce me nt" propos a l n o t u n like  AP S ' re q u e s t fo r a n  a ttritio n
a llowa nce . The  ne ga tive  impa ct on cus tome rs  from a dopting AP S ' propos a l in this  ins ta nce
would be  a t le a s t a s  gre a t a s  it would ha ve  be e n for the  Commis s ion to ha ve  a dopte d the
propos e d a ttrition  a llowa nce , a nd ce rta in ly gre a te r tha n would ha ve  be e n the  ca s e  if the
Commiss ion had adopted CWIP in ra te  base  or acce le ra ted deprecia tion as  proposed during the
rebutta l phase  of the  ra te  case . In addition, APS' proposa l regarding Schedule  3 rece ipts  appears
to be  unprecedented, a s  opposed to the  "revenue  enhancement" proposa ls , e ach of which had
been cons ide red by the  Commiss ion in e a rlie r proceedings . S ta ff fe a rs  tha t the  impe tus  behind
APS ' e fforts  to ha ve  the  Sche dule  3 fe e s  re corde d a s  re ve nue s  ra the r tha n CIAC could be  the
hope  tha t it can re ta in for its  sha reholde rs  somewhere  be tween $50 and $159 million pe r yea r of
be fore -tax profits  up until the  time  tha t it file s  its  next re ta il ra te  case .

VII. GIVEN THAT FROM A RATE IMPACT PERSPECTIVE RATEPAYERS
SHOULD BE INDIFFERENT OVER THE LONG RUN AS TO WHETHER THE
CIAC APPROACH OR REVENUE APPROACH IS ADOPTED, STAFF
BELIEVES THAT OTHER CONSIDERATIONS INDICATE THE CIAC
METHODOLOGY IS THE PREFERRED APPROACH

As note d pre vious ly, S ta ff be lieves  tha t whe the r one  thinks  tha t ra tepaye rs  a re  be tte r off
on a  ne t pre s e nt va lue  ("NP V") ba s is  unde r the  CIAC or re ve nue  a pproa che s  will be  la rge ly
dependent upon the  discount ra te  a ssumed. In any event, the  NPV diffe rence  is  not expected to
be  too s ignificant regardless  the  approach adopted. Thus , from an NPV of revenue  requirements
perspective , ra tepayers  can be  expected to be  la rgely indifferent as  to whether they achieve  faster
sa vings  up front (i.e ., the  re ve nue  a pproa ch) or more  sa vings  but ove r a  longe r pe riod of time
(i.e ., the  CIAC approach). While  S ta ff be lieves  tha t the re  is  no clea r cut pre fe rred approach from
a n NP V re ve nue  re quire me nt pe rs pe ctive , S ta ff be lie ve s  othe r cons ide ra tions  s trongly fa vor
adoption of the  CIAC approach.

Firs t, a s  pre vious ly note d, from a  conce ptua l pe rspe ctive , the  purpose  of colle cting the
Schedule  3 fees  appears  to be  to de fray the  incrementa l inves tment cos t be ing incurred to se rve
new cus tomers . This  conclus ion is  drawn mere ly by obse rving tha t the  sole  bas is  for the  fees  to
be  collected is  the  cost of constructing line  extensions to se rve  new customers . S ince  the  basis  of
colle cting s uch fe e s  is  the  cos t of p la nt incurre d to  s e rve  ne w cus tome rs , it logica lly a nd
cons is te ntly follows  tha t the  re ve nue  re quire me nt sa vings  re sulting from colle ction of the  fe e s
should be  spread over the  useful life  tha t genera ted the  fees  - which is  exactly what occurs  under
the  CIAC approach.

Second, a lso a s  previous ly noted, the  amount of Schedule  3 fees  to be  collected can be
e xpe cte d to be  quite  vola tile . One  ne e d look no furthe r tha n APS ' e s tima te  of Sche dule  3 fe e s
a nticipa te d to be  colle cte d for ye a rs  2008 -- 2010 to obs e rve  s uch vola tility. S uch vola tility in
re ve nue s  will, in tum, re s ult in vola tility of e a rnings  a s  we ll a s  proba ble  controve rs y in future
ra te  ca s e s  whe n a tte mpting to e s tima te  a n "ongoing" or "norma lize d" le ve l of S che dule  3
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re ve nue s  to include  in cos t of s e rvice  de ve lopme nt. Conce rns  of vola tility a re  e limina te d whe n
the  CIAC a pproa ch is  e mploye d. Ve ry s imply, S che dule  3 fe e s  will be  colle cte d concurre ntly
a nd in dire ct proportion with e xpe nditure s  for dis tribution line  e xte ns ions , re sulting in lowe r ne t
inve s tme nt by AP S  for ne w cus tome rs  be ing a dde d. The  re duction in ne t pla nt inve s tme nt
required to se rve  new customers  should, in tum, contribute  to less  ea rnings  a ttrition.

In summary, S ta ff be lieves  tha t from a  conceptua l bas is  (i.e ., wha t a re  the  fee s  intended
to a ccomplis h) a nd a  vola tility pe rs pe ctive  (i.e ., in e a rnings  a nd ra te  ca s e  is s ue s ), the  CIAC
approach is  superior to the  revenue approach.

a m . IF AP S '  REVENUE AP P ROACH IS  ADOP TED, AP S  S HOULD BE ORDERED
TO EITHER 1) IMMEDIATELY REDUCE BASE RATES BY THE AMOUNT OF
S CHEDULE 3 FEES  EXP ECTED TO BE COLLECTED, OR 2) DEFER FOR
FUTURE CREDITING TO RATEPAYERS ANY SCHEDULE 3 FEES
COLLECTED UP UNTIL APS ' NEXT RETAIL RATE APPLICATION

For the  rea sons  s ta ted, S ta ff urge s  this  Commiss ion to orde r APS  to record Schedule  3
fee s  a s  CIAC. Howeve r, should the  Commiss ion decide  to orde r APS  to record the  Schedule  3
fe e s  a s  re ve nue s , it s hould concurre ntly e ithe r 1) orde r AP S  to de fe r a ll re ce ipts  for future
cre diting to re ta il ra te pa ye rs  in AP S ' ne xt re ta il ra te  ca s e , or 2) orde r AP S  to re duce  non-fue l
base rates on an equal percentage basis in and among rate  classes by the amount of fees expected
to be  annually collected as a  result of the  Schedule  3 change.

Turning firs t to the  a lte rna tive  of reducing ra te s  immedia te ly, S ta ff be lieves  tha t reducing
non-fuel base rates on an equal percentage basis in and among rate  classes would be an expedient
a nd fa ir wa y to spre a d the  ra te  re duction. This  me thodology ha s  pre vious ly be e n imple me nte d
a bs e nt a  re vis e d de ta ile d cla s s  cos t of s e rvice  s tudy. Furthe r, if the  Compa ny's  fina ncia l
forecasts  a re  reasonably accura te , the  ra tes  s temming from this  proceeding will like ly be  in e ffect
for a  re la tive ly s hort pe riod of time , re s ulting in no long-te nn or s ignifica nt ine quita ble  ra te
trea tment for a  given ra te  class .

The  la rge r proble m with imple me nting a n imme dia te  a nd corolla ry ra te  re duction is
de te rmining wha t "ongoing" or "norma lize d" le ve l of S che dule  3 fe e s  s hould be  a s s ume d to
occur. As  previous ly noted, APS  predicts  a  fa irly wide  range  of Schedule  3 fee s  to be  collected
over the  ensuing three  years . Given the  lack of his torica l da ta , and time  and resource  res trictions
ne ce s s a ry to e va lua te  this  is s ue , if ba s e  ra te s  a re  to be  concurre ntly re duce d for e xpe cte d
Schedule  3 rece ipts , S ta ff would propose  reducing ra te s  by a  s imple  three -yea r ave rage  of the
APS-projected Schedule 3 revenues.

S ta ffs  o the r a lte rna tive  to  s imply ha ve  AP S  de fe r S che dule  3  re ve nue s  re ce ive d
e limina te s  the  conce rns  of 1 ) the  e quita b le  wa y to  d is tribu te  the  ra te  re duction , a nd  2)
immedia te ly de te rmining the  appropria te  "ongoing" or "norma lized" amount of Schedule  3 fee s
by which ba se  ra te s  should be  imme dia te ly re duce d. Furthe r, while  the  de fe rra l of Sche dule  3
fee s  will not improve  APS ' e a rnings  ove r the  short te rm, it will none the le ss  tempora rily improve
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cash flow to the  Company. In light of the  noted benefits , S ta ff recommends  de fe rra l of Schedule
3 revenues over the  immedia te  base  ra te  reduction a lte rna tive zttlzis  Commiss ion were  inclined to
accept APS ' proposa l to record the  Schedule  3 fees  as  revenues

In support of its  proposa l to ha ve  AP S  de fe r the  S che dule  3 fe e s  for future  cre diting to
ra tepayers , S ta ff note s  tha t such procedure  is  appropria te  for a  number of rea sons . Firs t, clea rly
such rece ipts  a re  a  new-found source  of s ignificant revenues  tha t were  not conside red within the
d e ve lo p me n t o f AP S ' ju ris d ic tio n a l c o s t o f s e rvic e .  Fu rth e r,  d e fin in g  th e  s ig n ific a n t
una nticipa te d S che dule  3 re ve nue s  would be  s ymme trica l with the  tre a tme nt a fforde d AP S
regarding s ignificant cos t items tha t the  Company was  a llowed to de fe r because  no eS tima te  for
s uch cos ts  ha d be e n include d in a  prior ca s e  juris dictiona l cos t of s e rvice . For ins ta nce  in
Docke t No. E-01345A-03-0437, AP S  wa s  a llowe d to de fe r for future  re cove ry cos ts  tha t it wa s
e xpe cting to incur for cle a ring line s  re la te d to ba rk be e tle  infe s ta tion. In  fa ct. the  "cos ts
pre dicte d to be  incurre d for ba rk be e tle  re me dia tion in Docke t NO; E_01345A_03_0437 we re
considerably less  than the  "revenues" tha t a re  expected to be  rece ived as  a  result of the  Schedule
3  ta riff re vis ion . If th is  Commis s ion  is  to  e ndors e  de fe rra l of s ignifica nt "cos ts " not ye t
cons ide re d within ba s e  ra te  cos t of s e rvice  de ve lopme nt, the n s imila rly it s hould a uthorize
defe rra l of s ignificant new revenue  s treams tha t have  not ye t been considered within re ta il cost of
service  development

S ta ff a lso submits  tha t the  ne t pre sent va lue  of revenue  requirement s tre ams  unde r the
re ve nue  a rid CIAC a pproa che s  will only yie ld a pproxima te ly e qua l re s ults  if ra te pa ye rs  a re
cre dite d in s ome  fa s hion for the  incre me nta l re ve nue s  re ce ive d in the  e a rly ye a rs  following
implementa tion of the  Schedule  3 revis ion. In othe r words , the  CIAC approach will undoubtedly
re s u lt in  a  lowe r ne t p re s e n t va lue  re ve nue  re qu ire me nt s tre a m if re ta il ra te pa ye rs  a re
pe rma ne ntly ba rre d unde r the  re ve nue  a pproa ch from be ne fiting from the  e a rly s tre a m of
revenues being collected pursuant to the  Schedule  3 revisions

Fina lly, APS has  a rgued tha t the  revenue  approach is  be tte r for cus tomers . As  previously
noted, S ta ff be lieves  tha t APS ' penchant to have  the  Schedule  3 fee s  immedia te ly recorded a s
revenues , without a  concurrent and offse tting reduction in ba se  ra te s , may be  influenced by its
de s ire  to e ffe ctive ly a chie ve  a n "a ttrition a llowa nce a  propos a l which wa s  re je cte d within
De cis ion No. 69633. S ta ff submits  tha t if APS were  to agree  to de fe r Schedule  3 revenues  for
the  pe riod of time  until a n "ongoing" le ve l of s uch re ve nue s  ca n be  incorpora te d within AP S
next ra te  filing, tha t the  S ta ff a s  we ll a s  this  Commis s ion could s oone r be  convince d of AP S
conviction tha t the  re ve nue  a pproa ch is  truly the  pre fe rre d a pproa ch for ra te pa ye rs  tha t is  not
be ing influenced by a  $50 to $150 million "ca rrot" exis ting in the  form of new-found Schedule  3
revenues not ye t considered in the  ra temaking formula
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Analysis of Revenue Requirement Impact -  CIAC versus Cost Free Capital

Balance Sheet Prior to Receipt of Incremental Schedule 3 Fees

Retail Jurisdictional Plant in Service
Amount

900 Common Equity
Amount

600

FERC Jurisdictional Plant in Service 100 Long Term Debt 600

Construction Work in Progress 100

Unregulated Investment or Items Not
Typically Allowed in Rate Base 100

Total APS Assets 1 ,200 1,200

Assume APS' Common Equity and Debt Cost as Follows:

Component Amount
% of

Capital
Cost
Rate

Weighted
Cost

Revenue
Conversation

Factor @
40'% FIT/

SlT Tax Rate

Before-
Tax

COC

Equity 600 50% 10.0% 5.0% 1 .667 8.34%

LT Debt 600 50% 7.0% 3.5% 3.5%

Tata I 1200 100% 8.5% 11.8%

Before Tax Return on Rate Base Requirement - Prior to Receipt of Incremental Schedule 3 Fees:

Retail Jurisdictional Plant in Service 900

Before Tax Weighted Cost of Capital 11.8%

Return Requirement - Prior to Schedule 3 106.56
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Analysis of  Revenue Requirement Impact - CIAC versus Cost Free Capital

Balance Sheet After Receipt of Incremental Schedule 3 Fees
Fees Recorded as CIACIReduction to Retail Jurisdictional Plant in Service

Retail Jurisdictional Plant in Service
Amount

800 Common Equity
Amount

570

FERC Jurisdictional Plant in Service 100 Long Term Debt 570

Construction Work in Progress 100

CIAC Acc um Def Tax = 100% Retail 40

Unregulated Investment or Items Not
Typically Allowed in Rate Base 100

Total APS Assets 1,140 Total 1,140

Assume $100 of Schedule 3 Fees Received in Year One - Recorded as CIAC/Reduction
to Retail Jurisdictional Plant in Service With Partially Off-Setting Negative
Accumulated Deferred Income Tax Balance Which is Reflected as a Rate Base "Add"

Reduction to Retail Jurisdictional Plant in Service (100)

Related Negative Acc um, Deferred Income Taxes 40

Net Reducion in Retail Jurisdictional Rate Base (60)

Retail Jurisdictional Rate Base - Schedule 3 Fees
Recorded as ClAClReduction to Plant in Service 840

Before Tax Cost of Capital (Remains the Same
As First Year Under CIAC Approach) 11.8%

Return Requirement When $100 of Schedule 3 Fees
Recorded As CIAClReduction to Plant in Service 99.46

While not quantified herein, there would also be additional revenue requirement savings
in the form of reduced depreciation expense and property tax expense as a result of
plant in service being reduced by $100 under the CIAC approach.
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Analysis of Revenue Requirement Impact -  CIAC versus Cost Free Capital

Balance Sheet After Receipt of Incremental Schedule 3 Fees
Fees Recorded as Cost Free Capital

Retail Jurisdictional Plant in Service 900 Common Equity 570

FERC Jurisdictional Plant in Service 100 Long Term Debt 570

Construction Work in Progress 100 Sch. 3 Cost Free
Capital Account 100

CIAC Acc um Def Tax : 100% Retail 40

Unregulated Investment or Items Not
Typically Allowed in Rate Base 100

Total APS Assets 1 ,240 1 ,240

Assume APS' Common Equity and Debt Cost as Follows:

Component Amount
% of

Capital
Cost
Rate

Weighted
Cost

Revenue
Conversation

Factor @
40'% FIT/

SIT Tax Rate

Before-
Tax
COC

Equity 570 45.97% 100% 4.6% 1.667 7.66%

LT Debi 570 4597% 7.0% 3.2% 3.2%

Sch. 3 Cost Free
Capital Account 100 8.06% 0.0% 0.0% 0.0%

Total 1 ,240 100.00% 7.8% 10.9%

Before Tax Return on Rate Base Requirement When Schedule 3 Fees Treated as Cost Free Capital

Retail Jurisdictional Plant in Service 900

CIAC - Acc um Def. Income Taxes 40

APS Retail Jurisdictional Rate Base 940

Before Tax Weighted Cost of Capital 10.9%

Return Requirement - Cost Free Capital 102.25

Conclusion: Reflecting the Schedule 3 receipts as "Cost Free CapitaI" results in a higher revenue
requirement than reflecting such receipts as ClAClreduction to plant in service. The higher
retail revenue requirement under the "Cost Free Capital" methodology occurs as a result of
the fact that savings in the form of cost free capital are diluted as the "total company" capital
structure supports investments other than retail rate base. In effect, the revenue requirement
savings resulting from the retail-ratepayer-supplied "Cost Free Capital" are indirectly allocated
to supporting the wholesale rate base, CWlP (which typically earns an AFUDC return) and any
disallowed retail rate base investment, or unregulated investments on Aps' balance sheet. It
is noted that the CIAC approach results in savings to retail ratepayers over the "Cost Free
Capital" approach even before considering additional savings in the form of reduced depreciation
and property tax expense that have not been quantified or reflected with these analyses.
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